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MATERNITY
Executive suits, elegant dresses, contempo
rary sportswear, and evening dresses too! For
a great image during and after pregnancy.
Catalog with swatches and fit guide $3,
refundable with order. Visit our stores in:
Atlanta, Arlington Hts., IL, Baltimore, Boston,
Charlotte, NC, Chicago, Cleveland, Dallas, Denver, Fair
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MN, San Francisco, Stamford, CT, St. Louis, Wash
ington, D.C. Telephone 215-625-0151. 1309 Noble

Street, 5th Floor. Dept WOoG, Phila., PA. 19123.

—For Auditors Only —
A consulting and staffing firm
that specializes in placing
Auditors in project-based
assignments and staff positions
at major corporations,
accounting firms and other
organizations throughout
California.

Project-based assignments are
offered to qualified professionals
available to handle specific
projects for client companies.
We do all the marketing for you;
strictly confidential and
completely free to you. Fees are
paid by client companies.

Take advantage of a specialized
service set up just for YOU.
Call or send resume to:
Karon Grider, CPA
(213) 658-1053

The Audit Group
6500 Wilshire Blvd., Suite 500
Los Angeles, CA 90048
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We celebrated Earth Day on April 22, 1990. When this annual homage to our
environment began twenty years ago, I assumed it was started by a group of
alarmists. These people were recklessly disregarding corporate profits and
suggesting that I give up all the conveniences that made my busy life a little
less hectic. During the past few years I’ve been looking around and a growing
sense of danger has unsettled my fairly comfortable lifestyle. I’m beginning to
realize that perhaps I’m taking far more than I can ever repay.
This may seem a strange editorial for a journal sponsored by two organiza
tions comprised primarily of women accountants. Yet, we are the people who
can make the most dramatic
changes. Many of us are
high ranking corporate
managers. We need to weigh
our obligations to the stock
holders to maximize profits
against our responsibility to
society to protect the atmos
phere, land and waterways.
If we choose to incur higher
costs to protect the environ
ment, then profits will likely
fall. If our bonuses are based
on profits, we have paid in
very real terms.
As parents we are con
cerned about adequate day
care and good schools. We
want our children to grow
into bright, healthy, emotionally stable adults. We sacrifice to provide college
educations that will ensure financially stable futures for tomorrow’s adults. We
worry about our estates. We want to make sure that our families will be finan
cially secure in the event of our deaths. But what is our true legacy? Perhaps
that good education will enable them to earn enough to buy high quality gas
masks.
Remember Maslow’s hierarchy of needs. The base of the triangle is our
physiological needs, such as food, water and shelter. Only when those needs
have been filled can we move to the next levels of safety needs, and then to
belongingness needs. If these needs are met, we can try to satisfy our esteem
needs and finally self-actualization needs. The basis of Maslow’s theory is that
lower-level needs must be satisfied before people are driven to satisfy higherlevel needs. If our society reaches a point where uncontaminated air, food and
water are not available, then the higher-level needs that drive many of us will no
longer be a factor in our society.
Our priorities must shift in the near future. As both professionals and parents
we need to start exploring ways that we can assure the coming generations a
clean, healthy environment.
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Should Public Opinion
Affect Auditing
Standards?
By Karen L. Hooks and Ellen K. Westerfield

MM

The Commission to Study the Public’s Expectations
of Audits, popularly known as the Macdonald Com
mission, under sponsorship of the Canadian Institute
of Chartered Accountants, set out to study the
Canadian public’s opinions and expectations of
auditors. Its charge was to determine whether there
were differences between actual audit practice and the
public’s expectations and to recommend ways to bridge
the gaps in instances when it seemed appropriate to do so.
The investigative approach taken included an extensive
public opinion survey conducted by Decima Research, a
public opinion company located in Toronto.
Chairman William Macdonald and his commission
were greeted by a veritable tidal wave of publicity in the
Canadian financial press following the release of the
report. Further, since its release the report has been
taken seriously by those responsible for instituting
changes. But, the Macdonald Report did not include all of
the Commission’s findings - particularly regarding the
information which can be drawn from its study of how the
public really perceives accountants and auditors. The
analysis presented here, which supports that conclusion,
is based on the report of Decima Research. [1]

... the supposedly knowledgeable sector
of the general public understands
very little regarding financial
statements and audits.
A major thrust of the Macdonald Commission’s report
is that the public accounting profession and auditors are
highly regarded by the Canadian public. The Commission
stopped short, however, of emphasizing another provoca
tive conclusion: the supposedly knowledgeable sector of
the general public understands very little regarding
financial statements and audits. Taking this a step further,
given the public’s lack of knowledge, it is probable that
individuals can be easily influenced by media events
4/The Woman CPA, Summer, 1990

concerning occurrences that affect them personally.
Canada and the United States have experienced many
parallel events in the realm of business, accounting and
auditing. For example, both countries have experienced
failures of financial institutions and government-backed
investigations into those failures and the related account
ing environment. Other examples are the activities of the
Treadway Commission and the Macdonald Commission
which occurred in very similar time frames (October,
1985 through September, 1987 and December, 1985
through June, 1988, respectively), and this survey by
Decima Research and the United States survey commis
sioned by the AICPA and conducted by Lou Harris and
Associates. In both countries considerable quantities of
human and monetary resources were expended on
investigating audit related issues. This use of resources
makes it appropriate to assess the validity of public
opinions and the propriety of using public perceptions in
the process of evaluating the accounting profession’s
standards and processes. The fact that Canada and the
United States are now often being viewed from a global
perspective as North America, makes it even more appro
priate for Americans to consider information garnered in
the Canadian arena.
The Survey
Decima Research conducted a telephone survey of
1,150 Canadians. Respondents had to be residents and at
least eighteen years of age. Further screening was done
to extract a “knowledgeable” group which was comprised
of individuals who had read financial statements or
invested in publicly traded shares of stock. The research
ers identified a pool of 540 individuals who were assumed

TABLE 1
Responses Indicating Positive Reputation
•

Canadians have a favorable opinion of CAs

•

CAs have maintained or improved their image in recent years

•

Canadians have a great deal of confidence in the audit report

•

Canadians have confidence in audited financial statements

•

CAs’ current performance is at least as good as past performance

•

The investing public relies on audited financial statements

•

Auditors will “stand up” to management if necessary

•

Audit quality is not damaged by competition

TABLE 2
Issues of Concern
Expansion of services for audit clients: No objectivity problems............. 50

Audit report: More flexibility would be better............................................. 66
Reporting to regulators: Auditors should have obligation......................... 91
to be knowledgeable. Some ques
tions were asked of the general
public as well, but the responses
were basically intended to be consid
ered only for public relations pur
poses.
A major overall conclusion can be
drawn from the survey responses.
“Some” knowledge is not necessarily
sufficient to be able to answer
questions in a well-informed manner
regarding the public accounting pro
fession. It was quite obvious that,
based on answers given to some of
the survey questions, many of those
respondents classified as “knowl
edgeable” were in reality quite
deficient in their knowledge concern
ing audits and auditors.

Overall Positive Opinion of
the Auditing Profession
Chartered accountants (CAs) in
Canada enjoy a positive reputation,
but this positive image is based large
ly on casual opinion - general per
ceptions rather than personal experi
ence. This survey conclusion was ex
tensively discussed by the Macdon
ald Commission and Decima Re
search and is summarized in Table 1.

Concerns of the
Canadian Public
Three topics shown in Table 2 can
be grouped as areas for which the
Canadian public has concern.
The first area relates to auditors
performing other types of services
for audit clients. Concerning auditor
objectivity, 50 percent of the respon
dents indicated that they do not
believe auditors can retain their
objectivity when they perform other
types of services for an audit client.
These other types of services are
typically tax or consulting services.
Given that the propriety of expansion
of services has been debated by
many forums, particularly in the
United States, the Canadian public is
not alone in its opinion.
The public also expressed concern
regarding the format of the audit
report and its flexibility. Sixty six
percent of the knowledgeable public
indicated that they believe more
flexibility would make the message
of the audit report more meaningful,
while 31 percent indicated just the
opposite, that it would make the
message more difficult to understand
or that its impact would be lessened.

However, the terminology used in
the question could have produced a
stronger result about the public’s
feeling than is appropriate. For
example, the term “flexibility” was
not defined in the question. If the
respondents do not know what an
audit report is, then they might not
know in what aspects it can be made
more flexible. Further, the phrases
“more difficult to interpret” and “the
message would be watered down”, as
used in the question, probably do not
convey much to someone who does
not really know what an audit report
communicates. Finally, it was not
specified whether the question
meant that individual auditors could
create their own wordings or that
there would be more standard
phraseology available.
Another area of public concern
relates to institutions which are
subject to government regulation
such as banks, trust companies and
insurance companies. The knowl
edgeable public was asked whether
auditors should have a legal right
and obligation to report serious
matters to the regulator if companies’
managements do not do so. The
results are highly consistent. Ninetyone percent of the knowledgeable
respondents indicated agreement
with that statement. The responsibili
ties of auditors and regulators to
each other and the communications
that those responsibilities may or
should produce is not a clear (or
comfortable) subject within the
accounting profession. Therefore,
the public’s concern may be an echo
of the concern in the financial
community. However, it is also likely
that the high response in agreement
with the survey statement reflects
the amount of public awareness of
Canadian bank failures which
occurred shortly before the survey

Concerning auditor
objectivity, 50 percent of
the respondents indicated
that they do not believe
auditors can retain their
objectivity when they
perform other types of
services for an audit client.
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TABLE 3
The Public’s Knowledge Level
Who is responsible for financial statements: Management........................ 37

Quantity of transactions examined: At least 75%.......................................... 37

Application of GAAS: Requires very little judgment................................... 45
Audit Report: Presents an opinion on financial statements........................ 30
Purpose of an audit: To report on fairness................................................... 41

Auditor responsibility: To shareholders and Board of Directors............. 54
Financial Statements: Show a current value assessment........................... 69
Financial Statements: Indicate financial health............................................ 78
was administered. Problems that
have occurred with government
regulated entities have received
significant media coverage both in
the United States and Canada and
this can easily influence public
feeling.
Of responses in these three areas
the ones which provide the most
information for the profession
address auditors performing other
types of service engagements for
audit clients. Since some 50 percent
of the responses indicate moderate
or strong agreement with the
statement that there can be some
concern about auditor objectivity
when other services are also pro
vided, the perception should be
taken seriously by the profession.
Issues Understood
by the Public
The Canadian public agrees with
the accounting profession and
professional pronouncements in
three statements of fact which are as
follows:
(1) The financial statements are
not exact, they are an approximation.

Problems that have
occurred with government
regulated entities have
received significant media
coverage both in the United
States and Canada and
this can easily influence
public feeling.
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(2) A clean audit opinion is not a
guarantee that fraud does not exist at
the current time.
(3) A clean audit opinion is not a
guarantee that a company will not
have financial difficulties in the
future.
The responses to these three
statements show agreement of 84, 86
and 93 percent respectively.

Issues Misunderstood
by the Public
The following discussion on the
public’s knowledge, or lack thereof,
on various topics, is summarized in
Table 3.
Who Prepares Financial Statements?
The public appears to misunder
stand the division of responsibilities
of auditors and management. Finan
cial statements are the representa
tions of management and manage
ment has the final responsibility for
the preparation and contents. Just 37
percent of the respondents demon
strated that they were aware of this
responsibility by indicating that
management prepares the financial
statements. Fourteen percent of the
public responded by saying that
accountants prepare financial
statements. This group can be either
correct or incorrect depending upon
the group of accountants to which it
is referring. If it is referring to
internal accountants, then this is a
correct response; if it is referring to
the external auditors, it clearly is in
error. Therefore, at least 37 percent
of the public has a correct view on
this subject. The maximum or most

optimistic estimate of the size of the
group that understands the responsi
bilities is 51 percent of the public.
Those segments of the public
which indicated an obviously incor
rect answer were the 29 percent who
indicated auditors, the 12 percent
who said Boards of Directors and the
four percent who said shareholders
prepare financial statements. [2, p.
17] Although it can be argued that
the 12 percent responding Boards of
Directors were specifying ultimate
responsibility rather than indicating
that directors actually put the
numbers together, it does not seem
likely because of the way the ques
tion was phrased. Further, because
auditors do have significant influence
over the final presentation of finan
cial statements, and may even draft
the statements during the course of
the audit, one might say the public
response reflects a casual observa
tion of activities. Few members of the
public, however, possess such a
working knowledge of an audit to
make this explanation reasonable.
The possible range of the public
giving an incorrect answer was a
minimum of 45 percent (29 percent,
auditors plus 12 percent, Boards of
Directors plus 4 percent, sharehold
ers) to a maximum of 59 percent
which includes the 14 percent who
indicated accountants and could have
been referring to auditors. Even the
most optimistic estimate of the
percentage of public understanding
(51 percent) indicates a problem.

Percent of Transactions Examined
The public believes that auditors
examine far more transactions than
they actually do. The Decima report
indicates that 37 percent of the
knowledgeable public gave an
answer that auditors examine at least
75 percent of the transactions of a
company under audit. The average
estimate given was 60 percent of
transactions. [2, p. 17] This vastly
overestimates the percentage of a
company’s transactions which the
auditor examines. Auditors usually
extrapolate audit results to the
population based on a sample. It can
be safely concluded that no audit can
be conducted on a cost beneficial
basis if 60 percent or 75 percent of
transactions are actually examined. It
should be reinforced here that the

question referred to a percentage of
a company’s transactions, not a
percentage of dollars.

Judgments
The “knowledgeable” public does
not understand the role of judgment
in an audit. This lack of understand
ing extends both to the application of
generally accepted auditing stan
dards and generally accepted
accounting principles. Regarding
generally accepted auditing stan
dards, 45 percent of the respondents

If readers offinancial
statements do not
understand the amount of
judgment that goes into
decisions regarding the
application of accounting
principals in financial
statements, then they
cannot possibly understand
financial statements well
enough to grasp their
appropriate meanings.
indicated agreement with a state
ment that very little judgment is
required when generally accepted
auditing standards are used; 31
percent disagreed with that state
ment and 24 percent were neutral.
This indicates that only 31 percent of
the public is aware of the amount of
judgment associated with an audit,
because a knowledgeable person
would not likely be neutral about the
necessity for judgment in applying
generally accepted auditing stan
dards.
Regarding the application of
generally accepted accounting
principles, a total of 71 percent either
were in agreement or were neutral
about the statement that judgment is
not required because generally
accepted accounting principles are
followed. Only 29 percent under
stood that judgment is required,
leading to the conclusion that only 29
percent have a full understanding of
the meaning of financial statements.
If readers of financial statements do
not understand the amount of
judgment that goes into decisions

regarding the application of account
ing principals in financial statements,
then they cannot possibly under
stand financial statements well
enough to grasp their appropriate
meanings.
Audit Reports
The public does not understand
what is contained within an audit
report. Only approximately 30
percent of the knowledgeable public
was able to provide descriptions
indicating that an audit report relates
to financial statements that have
been examined and reports an
opinion on those financial state
ments. Forty eight percent of the
knowledgeable public gave a descrip
tion which addressed the financial
status of a company, and while this
could be correct for the financial
statements, it is obviously incorrect
for the audit report. An additional 18
percent described the audit report as
a factual presentation of assets or
liabilities, but this description comes
far closer to being appropriate for
financial statements than for the
audit report. Based on the responses
to this question, it seems that the
public confuses the audit report with
the financial statements.
Purpose of an Audit.
Lack of knowledge on the part of
the public has been displayed by re
sponses to the previous questions.
This limited knowledge is further
highlighted by answers to a question
on the purpose of audits. The
question was posed to all of those
surveyed; thus the responses reflect
the views of the general public.
When asked about the purpose of an
audit, 41 percent indicated that an
auditor reports on the fairness of
financial statements. The other 59
percent of the public gave incorrect
responses or indicated that they did
not know: 24 percent reported that
they believe the auditor’s report
concerns the efficiency, economy

When asked about the
purpose of an audit, 41
percent indicated that an
auditor reports on the
fairness offinancial
statements.

and effectiveness of management; 25
percent said that they believe
auditors guarantee the financial
soundness of a company; and 10
percent did not know. One concludes
from this that almost 60 percent of
the general public does not under
stand the purpose of an audit. This
may contribute to the problem of
unfounded lawsuits as well as being a
cause of an “expectation gap.”
To Whom the Auditor Reports
The public is not sure to whom the
auditor reports. At best, 54 percent of
the public understands that the
auditor is responsible to the share
holders for audit work performed: 20
percent identified shareholders as
the group to whom the auditor
reports and an additional 34 percent
identified the board of directors. If
this last group meant the board of
directors as a representative of the
shareholders, then it is correct in its
understanding of the auditor’s
reporting process. The other 46
percent clearly do not have a good
understanding: 27 percent named
management; 13 percent said
government; and 6 percent indicated
the auditors.

Thus, the response here
most likely indicates that
the public does not
understand that financial
statements are prepared
using the historical
cost model.
Current Dollars
The public does not seem to
understand that financial statements
are not in current dollars, as it
displayed a distinct lack of knowl
edge regarding the historical cost
model. The knowledgeable public
was asked whether financial state
ments show what a company would
be worth after paying all of its
debts.Sixty nine percent indicated
that that was, in fact, what financial
statements do show. It is possible
that financial statements can show
what a company is worth after paying
its debts but this would only be the
case in the hands of skilled individu
als interpreting the information. It is
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quite unlikely that such a statement
can be made based on the face value
of the numbers on the financial
statements. Thus, the response here
most likely indicates that the public
does not understand that financial
statements are prepared using the
historical cost model. Given that
conclusion, it follows that the public
may not take into consideration the
limitations of historical cost numbers
in using financial statements.

Financial Health
A related area is the notion of
financial health. Financial health is a
difficult term to use because it has
not been defined by any authoritative
source, and is used in different ways
within the financial community.
Despite this lack of definition the
knowledgeable subset of the public
gave a 78 percent response that
financial statements are a good
indication of financial health. Again, it
may be that financial statements
indicate the financial health of a
company in the hands of a skilled
user. Because this term is poorly
defined and understood, the results
of the public opinion must be incon
clusive in this area.
In three areas the public gave re
sponses indicating a clear unanimity
of public opinion. The first is that
someone should pay if a company
goes bankrupt; however, that some
one should not be the auditor. Only 2
percent responded that the auditor
should be required to pay for losses
resulting from a bankruptcy. [2, p. 27]
The other two areas of strong
unanimity are in the area of disclo
sure. First, the knowledgeable group
indicated that disclosure is adequate.
Regarding disclosure in general, 72
percent said that additional disclo
sure in financial statements is not
needed. Second, regarding disclosure
of risks, 65 percent indicated that
disclosure of risks is adequate. As
explained in the previous analysis,
even the knowledgeable members of
the public do not have a clear under
standing of the various issues.
Therefore, the public’s opinion that
disclosure is sufficient should
probably not influence the profession
in setting standards.
Split in Public Opinion
A final way to group the Decima
survey questions is by responses
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which indicate a clear split in public
feeling. Most of the items placed in
this category reflect questions about
which any opinion is legitimate.
Answers may indicate expectations
of the public and in that regard
should be considered by the account
ing profession. If members of the
pubic are the final beneficiaries of
financial reporting, then, when there
are issues about which various
positions may be defensible the
accounting profession should take a
serious look at public opinion.
When asked whether people
should be able to sue auditors, 52
percent of the knowledgeable public
said yes and 44 percent said no. Of
those who believe that it is appropri
ate to sue auditors, 68 percent said
there should be a limit placed on the
amount recovered. This response is
very important to the public account
ing profession given the current
availability of insurance, insurance
costs and the generally litigious
environment which auditors face.
The profession must recognize that
the clear split in public opinion
indicates that these problems will not
be resolved easily or quickly.
Fifty four percent of the knowl
edgeable public indicated a belief
that a company should be able to
select the generally accepted ac
counting principle it wishes to use
when alternatives exist. Forty five
percent said that one accounting
principle should be required in all
cases. This split indicates that even
though the public is not highly
knowledgeable, it possesses the
same types of differences of opinion
on the subject as the accounting
profession.
Auditor responsibility for fraud is
another topic over which public
opinion is divided. Fifty two percent
of the knowledgeable public indi
cated that auditors should react to
fraud only if they happen to come
across it, while 47 percent said that
auditors should actively search for
fraud. When the cost issue was
introduced by suggesting that
conducting a fraud search would
double the cost of an audit, some 29
percent of the 47 percent revised
their opinions and stated that auditor
behavior should be limited to
reaction. The final outcome, with
significantly increased cost as a
factor, is that the majority of the

public believes auditors should be
responsible for any fraud that they
identify but that actively searching
for it is not an appropriate part of an
audit. The public is split regarding to
whom auditors should report
management fraud. The greatest
response of the knowledgeable
group was 44 percent that stated that
auditors should report management
fraud to the board of directors.
Conclusion
The data collected by the
Macdonald Commission provides
information that, perhaps, should
have an impact on any potential
challenges to accounting and audit
ing standards or the standard setting
process. Specifically, in evaluating
public concerns the financial commu
nity should address whether the
public has the necessary understand
ing to contribute useful opinions to
the accounting and auditing environ
ment. Further, it may be concluded
that even the knowledgeable public
is not well enough informed for the
accounting profession to seriously
consider most of its opinions in
setting standards. To do so could
lead to poor decisions. Alternatively,
some topics do not require much
background knowledge to permit a
person to express an opinion. In
these areas it may be reasonable to
listen to the public. Although based
on the opinions of the Canadian
public, the implications of the
Decima survey may be meaningful to
the profession in the United States as
well.
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The Impact of the Internal
Audit Function on the Auditor’s
Consideration of the Internal
Control Structure
By Ann B. Pushkin

Introduction
The new “expectation gap” standards require of the
independent auditor a much broader understanding of the
client’s internal control structure than did previous
standards. This broader understanding includes an
assessment of the client’s internal audit function and its
impact on the internal control structure. Consequently,
the evaluation and utilization of the client’s internal audit
function may be critical to the effectiveness and efficiency
of an audit of financial statements.
This article discusses the evaluation and utilization of
the client’s internal audit function in light of SAS No. 55,
“Consideration of the Internal Control Structure in a
Financial Statement Audit.” The interrelationships
between the client’s internal control structure and the
internal audit function are considered first, followed by a
discussion on procedures that may be used to understand
the internal audit function. Next, the impact of the
internal audit function upon the auditor’s assessment
of control risk is explored. The last two sections
discuss methods an independent auditor may use to
evaluate the work of internal auditors and how that
assessment may be employed in substantive tests.

including internal auditing” [paragraph 9]. Since the
independent auditor’s consideration of the client’s internal
audit function as part of the control environment is a
complex process, the impact of the internal audit function
upon control environment factors should be defined. No
one control environment factor should be considered in
dependently of the interrelated effects of all factors upon
the client’s control environment.
Management Philosophy and Operating Style
There is a positive impact upon the control environment
when management provides organizational independence
for the internal audit function. Evidence to support a
positive management philosophy and operating style with
respect to its internal audit function may be obtained from
the evaluation of other control environment factors.

Internal Control Structure
Elements and the Internal
Audit Function
An entity’s internal control struc
ture consists of three elements: the
control environment, the account
ing system, and control proce
dures. The relationships between
the internal audit function and
each element are discussed below.

The Control Environment
SAS No. 55 lists factors that
the independent auditor
should consider as part of the
client’s control environment such as
management’s control methods for moni
toring and following up on performance,
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When internal auditors
report to a sufficiently high
level in the organization,
management is likely to
follow through on their
recommendations.
Organizational Structure
Internal auditors should report to
a level in the organization high
enough to ensure their professional
autonomy (the ability to perform
work without repercussions, or
perceived threats of repercussions,
against the internal auditors due to
the results of their work). That is, the
internal audit function should report
to a level high enough in the organi
zation so that organizational norms
and regulations will not discourage
or jeopardize professional autonomy
[Pei and Davis, p. 103]. Ideally, the
internal audit function should report
to the audit committee or individuals
responsible for the functions per
formed by the audit committee.
When internal auditors report to a
sufficiently high level in the organi
zation, management is likely to
follow through on their recommen
dations. If management does not
take appropriate action, then the in
dependent auditor should determine
if the lack of action affects the audit
plan for the financial statement audit.
The interaction between the basic
organizational structure of the client
and the internal audit function may
also be an important consideration to
the independent auditor. If the client
has a decentralized structure, there
would be a positive impact upon the
control environment only if the
internal audit function properly
monitors control policies and proce
dures for divisions and branches in
the organization. Otherwise, there is
an increased risk for material
misstatement, either intentionally or
unintentionally, on the part of
management.

Audit Committee
The freer the line of communica
tion between the audit committee
and the internal and external audi
tors, the more favorable the impact
upon the effectiveness of the client’s
control environment. Bureaucratic
procedures negatively impact the
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reporting process of internal auditors
to the audit committee. Independent
auditors should investigate the
extent of management’s influence on
reports to the audit committee to
determine if such reports reflect an
objective internal audit process.
Important to the independent auditor
would be the actions, or the lack of
actions, by the audit committee when
internal auditors report negative
conditions such as management’s
failure to correct critical situations.
Knowledge of the underlying
relationships among management,
the audit committee, and the internal
auditors helps independent auditors

evaluate the objectivity of the
internal audit function. The degree of
objectivity must be considered in
determining how and to what extent
the work of internal auditors can be
used in the financial statement audit.

Methods ofAssigning Authority and
Responsibility
A charter approved by the audit
committee should establish the
purpose, authority, and reporting
responsibilities of the internal audit
function. Since the charter estab
lishes the scope and nature of
internal audit work, the independent
auditor should determine if such
activities are relevant to a financial
statement audit.
Additionally, supervision and
review policies of the internal audit

function should be formalized in the
charter and the review structure
should be designed to contribute to
the effectiveness of the internal
auditors. Thus, management’s
methods of assigning authority and
responsibility not only impacts the
internal audit function’s objectivity
but also contributes to the internal
auditor’s competency and enhances
the quality of work performed.

Management Control Methods
The internal audit function is one
method the client uses to monitor
the performance of other controls
and to help management effectively
maintain direct control over the
exercise of authority delegated to
others.
Internal auditors generally
play significant roles in
determining whether control
policies and procedures for
the system of responsibility
accounting are followed. In
order for internal auditors to
effectively serve in these
roles, management should
not design control meth
ods inconsistent with pro
fessional internal audit
ing standards. Manage
ment should encourage
compliance with profes
sional standards for
internal auditors since
such compliance contrib
utes to the competency
and quality of work per
formed.
Internal Audit Function
In addition to determining how the
internal audit function contributes to
the client’s overall control environ
ment as discussed above, the inde
pendent auditor should consider
control policies and procedures
within the function itself that impact

Management should
encourage compliance with
professional standards for
internal auditors since
such compliance
contributes to the
competency and quality of
work performed.

The independent auditor
should evaluate the
qualifications of the
internal auditors, the
hiring practices of the
function, and the methods
of assigning auditors to
projects in conjunction
with appropriate review
and supervision of staff
the internal auditor’s independence,
competency, and quality of work. The
function should have formal proce
dures to ensure that internal auditors
are, and remain, independent from
the personnel and areas under audit.
The independent auditor should
evaluate the qualifications of the
internal auditors, the hiring practices
of the function, and the methods of
assigning auditors to projects in
conjunction with appropriate review
and supervision of staff [Auditing
Standards Board (ASB), Proposed
SAS, p. 75].
Another important consideration is
the internal auditors’ compliance
with entity and professional continu-

The influence of the
independent auditors
should extend into the
internal audit function,
creating an atmosphere of
cooperation and an
environment conducive to
performing an effective,
efficient audit of the
financial statements.
ing education requirements. Addi
tionally, the internal audit function
should have a quality assurance
program that monitors compliance
with its own control policies and
procedures.

External Influences
Independent auditors influence
certain operations and practices of an
audit client. This influence should
heighten management’s awareness

and attitude not only toward its
financial reporting responsibilities,
but also toward its responsibility to
maintain an effective internal control
structure, including an internal audit
function. The influence of the
independent auditors should extend
into the internal audit function,
creating an atmosphere of coopera
tion and an environment conducive
to performing an effective, efficient
audit of the financial statements.
Thus, the independent auditor would
be able to coordinate the overall
audit work with the internal audit
function to minimize duplication of
audit effort. To consummate this
audit approach, the two types of
auditors should meet periodically.
The Relationship of the Accounting
System to the Internal Audit Function
It is not unusual for an internal
auditor to be a member of a team
responsible for the development of
an application system that will
perform an accounting function. In
cases where the internal auditor will
be responsible for the system
development review, or some other
audit function concerning the
accounting system, the auditor
should not be a decision-making
member of the system development
team since assuming such a position
would impair the internal auditor’s
independence. The internal auditor
may, however, recommend control
and other system enhancements to
the project team without impairing
independence.
Furthermore, the internal audit
function should not authorize or
initiate accounting transactions and
should not record, process, summa
rize, or report financial data. It is not
common, however, for the internal
audit function to facilitate the ac
counting process by performing
certain control procedures commen
surate with responsibility accounting.
Although the performance of tasks
such as reconciliations and clerical
checks is not considered within the
realm of the higher level of control
associated with internal auditors, the
independent auditor’s knowledge of
such controls, whether performed by
internal auditors or otherwise, is
necessary in the assessment of
control risk and in the design of
substantive tests.

Control Procedures and the Internal
Audit Function
The independent auditor generally
becomes aware of the client’s control
policies and procedures when
gaining an understanding of the
control policies and procedures
when gaining an understanding of
the control environment and the
accounting system. A judgmental
decision must be made to determine
if additional procedures should be
performed to further evaluate the
internal audit function and related
control policies and procedures.
Additional knowledge concerning
the internal audit function will
probably be necessary if the client’s
accounting and financial reporting
systems encompass a complex

The auditor should not be
a decision-making member
of the system development
team since assuming such
a position would impair
the internal auditor’s
independence.
network of mainframes and micro
computers. The independent auditor
will probably want to know the extent
to which internal auditors are
involved in systems development and
the extent to which they monitor
general and application computer
controls.
The independent auditor must
integrate the evaluation of the
internal audit function with all
information obtained in gaining an
understanding of the client’s internal
control structure so that an overall
assessment of the risk of material
misstatement in the financial state
ments may be made.

Procedures to Understand
the Internal Audit Function

The independent auditor may have
knowledge of the client’s internal
audit function from prior audits of
the financial statements. This
knowledge, however, must be
updated each year for changes in the
function’s impact upon the control
environment. The independent
auditor should interview the director
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To learn more about the
internal audit function, the
independent auditor should
review reports submitted to
the audit committee and
other types of reports
submitted to management
based on the results of
projects and assignments.
of internal auditing and other super
visory audit personnel annually.
Information gained from the inter
views should be supported with
reviews of the function’s charter,
organizational charts, formal policy
and procedures manuals, and other
types of departmental operational
documentation. The independent
auditor should also discuss the
internal audit function with the audit
committee.
To learn more about the internal
audit function, the independent
auditor should review reports
submitted to the audit committee and
other types of reports submitted to
management based on the results of
projects and assignments. These
reports not only provide evidence on
the objectivity, competency, and
quality of work performed by the
internal auditors but also identify
errors, irregularities, and problem
areas considered by the internal
auditors that could impact the audit
plan [ASB, Proposed SAS, p. 74].
The focus of the discussion thus
far has been on procedures per
formed by independent auditors to
obtain an understanding of the in
ternal audit function at the depart
ment level; these procedures provide
evidence on the structure of the func
tion and whether it is an operational
department [Whittington, p. 124].

Assessment of Control Risk
SAS No. 55 defines control risk as
the “risk that a material misstate
ment that could occur in an assertion
will not be prevented or detected on
a timely basis by the entity’s internal
control structure policies or proce
dures” [paragraph 28]. Accordingly,
based on an understanding of the
internal control structure, including
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the internal audit function, the
independent auditor must identify
the types of potential material
misstatements that could occur in
specific assertions relevant to the
audit of the financial statements and
identify control procedures that
would prevent or detect the material
misstatements. Then an assessment
of control risk must be made for each
assertion.
If the independent auditor as
sesses control risk at the maximum
for a specific assertion where the
related control involves the internal
audit function, additional procedures
to determine the effectiveness of the
control at the internal auditor’s
project/assignment level are unnec
essary. Consequently, effective
substantive tests must be designed
and executed in accordance with the
risk of material misstatement and the

For low risk assertions, the
independent auditor may
use the work of internal
auditors in testing the
effectiveness of the control
procedure with very little
corroborative evidence.
materiality of the potential misstate
ment in the assertion.
If the independent auditor as
sesses control risk below the maxi
mum for a specific assertion with a
related control involving the internal
audit function, evidence necessary to
establish the effectiveness of control
design and operation may be ob
tained from two possible sources.
First, the independent auditor’s
procedures to obtain an understand
ing of the internal audit function may
provide enough evidence on the
effectiveness of design and operation
of the control procedure to support
an assessed level of control risk
below the maximum. The second
source of evidence may be obtained
by testing the control policy or
procedure for effectiveness consis
tent with the assessed level of control
risk [Carmichael et al., p. 23].
For low risk assertions, the
independent auditor may use the
work of internal auditors in testing
the effectiveness of the control

procedure with very little corrobora
tive evidence. On the other hand, for
high risk assertions the independent
auditor should test the control
procedure directly or corroborate
the work of the internal auditor more
extensively [ASB, proposed SAS, p.
77]. Thus, when the independent
auditor wants to rely on an internal
auditor’s work to lower the assessed
level of control risk in conjunction
with high risk assertions, such work
should be evaluated at the project/
assignment level.
Evaluating Internal Auditor’s
Work at the Project Level
Evaluating the effectiveness of
internal auditors at the project/
assignment level may be done
concurrently with procedures to
evaluate their effectiveness at the
department level. In fact, their
effectiveness at both levels is interde
pendent and in some instances the
same evidence may be used to
determine effectiveness at both
levels.
At the project/assignment level,
the independent auditor should
determine that the internal audit
program is adequate and that the
scope of the internal work is appro
priate to meet audit objectives. Then,
the tests performed and conclusions
drawn by the internal auditor to
determine the effectiveness of a
control procedure must be corrobo
rated by the independent auditor.
Substantive Tests and the
Internal Audit Function
If an internal auditor has per
formed substantive procedures to
satisfy an audit objective that is of
interest to the independent auditor,
the work of the internal auditor may
be considered in the design of
substantive tests. Consideration of
the work of internal auditors for
substantive procedures depends on
the level of detection risk, the nature
of audit evidence that supports the
assertion, and the risk of material
misstatement.
When the detection risk is set at a
high level along with a low rick of
material misstatement, and evidence
that supports the assertion is
objective, the auditor may use the
work of an internal auditor with
minimal corroborative evidence to
substantiate that work.

Consideration of the work
of internal auditors for
substantive procedures
depends on the level of
detection risk, the nature of
audit evidence that
supports the assertion, and
the risk of material
misstatement.
On the other hand, if evidence that
supports the assertion is subjective,
the independent auditor should
perform more work to verify the
internal auditor’s work. As evidence
that supports the assertion becomes
more subjective, or as detection risk
is set at lower levels, or as the risk of
material misstatement gets larger,
more corroborative evidence is
needed to substantiate the work of
the internal auditor. At some point,
however, the independent auditor
will not corroborate the work of the
internal auditor but will perform
substantive procedures directly. For
some direct tests, an internal auditor
may assist in the execution of the
substantive procedures so long as
the work is planned and supervised
by the independent auditor. Although
the point at which the independent
auditor will not use the work of
internal auditors is determined
judgmentally, this is a critical point in
the audit because the independent
auditor is solely responsible for the
evidence upon which the opinion is
based.
Summary
The independent auditor’s respon
sibility to consider the client’s
internal audit function in planning
and executing an effective, efficient
financial statement audit under SAS
No. 55 is broader in scope than
required by previous standards.
Understanding the internal audit
function and its impact upon the
client’s control environment are
critical in assessing an appropriate
level of control risk and the risk of
material misstatement.
The internal audit function must
be evaluated at the department level
for objectivity, competence, and
quality. The objectivity of the depart
ment is indicated by its organiza

tional independence, related profes
sional autonomy, and its reporting
responsibilities. Indicators of compe
tency are hiring practices, educa
tional background and relevant work
experiences of the staff,and compli
ance with continuing professional
education requirements. Quality of
work performed may be evaluated by
compliance with the department’s
quality assurance program, including
its review and supervision policies
and procedures.
When control policies and proce
dures of interest to the external
auditor are monitored by internal
auditors, their work must generally
be evaluated at the project/assign
ment level. This applies particularly
in support of an assessed level of
control risk below the maximum and
when the work of an internal auditor
will be used in some manner for
substantive procedures.
The extent to which the work of
internal auditors is used by inde
pendent auditors not only depends
on the effectiveness of the internal
auditors but also on the nature of the
assertion, the assessed level of
control risk, the risk of material
misstatement in the assertion, and
the materiality of the related account
or class of transactions to the

The internal audit function
must be evaluated at the
department level for
objectivity, competence,
and quality.
interpretation of the financial state
ments. Generally, the work of an
internal auditor should be corrobo
rated when such work will be relied
on by an independent auditor. The
extent to which the work should be
corroborated is a question of judg
ment. Internal auditors may also
contribute to the efficiency of the
audit by assisting independent
auditors so long as the audit work is
planned, designed, supervised, and
reviewed by independent auditors.
Since independent auditors bear
the sole responsibility of rendering
an opinion on the financial state
ments, they must understand the
client’s internal audit function and its
impact upon the internal control
structure to properly plan the audit,

and they must define the extent to
which the work of internal auditors
should be used in the execution of
the audit plan.
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Audit Risk Assessment
A Discussion and Illustration of the Interrelated
Nature of Statements on Auditing Standards
By Larry Konrath, Ph.D., CPA
Introduction
In 1988 the Auditing Standards Board issued State
ments on Auditing Standards 53 through 61. These
statements are collectively referred to as the “expectation
gap” SASs because they attempt to narrow the difference
in auditors’ and users’ perceptions concerning the level of
assurance provided by an independent audit. In combina
tion with SAS 47, “Audit Risk and Materiality in Conduct
ing an Audit,” released in 1983, these statements are
intended to provide a framework within which the auditor
can develop a risk analysis approach to auditing.
This paper explores the added guidance provided the
auditor by the new SASs, as well as their relationship to
SAS 47. An example is used at the end of the article to
demonstrate the approach and the interrelationships. The
SASs given particular consideration here, in addition to
SAS 47, are numbers 53 (Auditor’s Responsibility to
Detect and Report Errors and Irregularities), 55 (Consid
eration of the Internal Control Structure in a financial
Statement Audit), and 56 (Analytical Procedures).
Audit Risk Defined
SAS 47 states that the auditor should consider risk as
part of the audit planning process. [ASB, Sec. 312.08]
Audit risk is the risk that the auditor may unknowingly fail
to appropriately modify his (her) opinion on financial
statements that are materially misstated. [Sec. 312.02]
The risk that account balances and classes of transactions
are misstated is a function of inherent risk and control risk.
Inherent risk is defined as ... “The susceptibility of an
account balance or class of transactions to error that
could be material ... controls.” [Sec. 312.20a] Control risk
is “the risk that errors that could occur in an account
balance or class of transactions ... will not be prevented or
detected on a timely basis by ... internal... control.” [Sec.
312.20b] An effective control structure helps to reduce
control risk.
The risk that the misstatements will go undetected by
the auditor is referred to as detection risk. [Sec. 312.20c]
The auditor can manage detection risk by modifying the
nature, timing, and extent of substantive audit testing.
To meet the planning requirements of SAS 47, the
auditor needs to:
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1. Study the business and industry, apply analytical
procedures to specific balances and classes of transac
tions, and assess inherent risk;
2. Obtain an understanding of the existing control struc
ture, and assess control risk; and
3. Set detection risk accordingly as a prerequisite to
designing substantive audit programs.

Inherent Risk v. Control Risk

Inherent Risk
After defining inherent risk as above, SAS 47 explains
that it can be related to
1. Specific balances or classes of transactions. Examples of
inherent risk factors that affect specific balances or
classes of transactions are:
a. complex v. simple calculations;
b. accounting estimates v. factual data; and
c. liquid v. nonliquid assets.
2. Several or all balances or classes of transactions. Ex
amples of inherent risk factors that affect several or all
balances or classes of transactions are:
a. lack of sufficient working capital to continue normal
operations; and
b.a declining industry characterized by a large number
of business failures. [Sec. 312.20a]
Besides a declining industry, other external factors
which influence inherent risk are:
... technological developments which might make a
particular product obsolete, thereby causing inventory to
be more susceptible to overstatement.
Relating to the auditor’s assessment of risk, SAS 47
again emphasizes the diverse character of factors associ
ated with inherent risk:
When the auditor assesses inherent risk for an account
balance or class of transactions, ... he [she] considers not
only factors peculiar to the related balance or class, but
also other factors pervasive to the financial statements
taken as a whole that may also influence inherent risk
related to the balance or class. [Sec. 312.22]
Control Risk
This description and related examples of inherent risk
factors lead directly into and complement SAS 55’s

description of certain aspects of an
entity’s control environment. The
control environment is defined by
SAS 55 as “the collective effect of
various factors on establishing,
enhancing, or mitigating the effec
tiveness of specific policies and
procedures. [Sec. 319.091 These
factors are further classified as
follows:
1. Management’s philosophy and
operating style;
2. The entity’s organizational
structure;
3. The functioning of the board of
directors and its committees,
particularly the audit committee;
4. Methods of assigning authority
and responsibility;
5. Management’s control methods
for monitoring and following up on
performance, including internal
auditing;
6. Personnel policies and practices;
and
7. Various external influences that
affect an entity’s operations and
practices (such as examination by
bank regulatory agencies. [Sec.
319.09]
The seventh control environment
factor, external influences, is closely
related to certain aspects of inherent
risk as described in SAS 47. In
Appendix A to SAS 55, this factor is
further clarified as follows:
These [external influences] are
influences established and exercised
by parties outside an entity that
affect an entity’s operations and
practices. They include monitoring
and compliance requirements
imposed by legislative and regula
tory bodies, such as examinations by
bank regulatory agencies. They also
include review and follow-up by
parties outside the entity concerning
entity actions. External influences
are ordinarily outside an entity’s
authority. Such influences, however,
may heighten management’s con
sciousness of and attitude (emphasis
added) towards the conduct and
reporting of an entity’s operations
and may also prompt management to
establish specific internal control
structure policies or procedures.
[Sec. 319.66(9)]
Outside parties which might
impose compliance requirements on
the firm include bank regulatory
agencies, the Environmental Protec
tion Agency (EPA), the Occupational

Safety and Hazard Agency (OSHA),
the Internal Revenue Service (IRS),
the Securities and Exchange Com
mission (SEC), and the Federal
Trade Commission (FTC).
As can be seen from the above
discussion, some factors of inherent
risk and control risk tend to overlap.
The next section examines this
mutuality more closely by consider
ing the importance of management
attitude as a “connecting link”
between inherent risk and control
risk.
The Interactive Nature of
Inherent Risk and Control
Risk
A risk analysis approach to
auditing requires that the independ
ent auditor carefully analyze and
assess inherent risk and control risk
as inputs into audit program design.
As will be demonstrated, these
analyses need not, and often should
not, be undertaken as mutually
exclusive risk sets.
Management attitude, classified as
part of the control environment, is an
important cause and effect factor
both influencing and influenced by
both inherent rick and control risk.
Management attitudes serve to
enhance or mitigate the two risks. A
management that understands the
importance of internal a control in
achieving the entity’s objectives is
more likely to design and implement
internal controls, including an
effective internal audit staff, that
enhance the reliability of the ac-

The independent auditor,
under such conditions,
might postulate that a
positive management
attitude toward internal
control is more likely to
produce procedures that
increase the reliability of
accounting estimates and
complex calculations and
result in controls that
monitor compliance with
laws and regulations
affecting the entity.

An otherwise honest
and conscientious
management, in the face of
such conditions, and under
pressure by the financial
community to demonstrate
strong earnings
performance, might
intentionally distort
accounting estimates,
counting records. The independent
auditor, under such conditions,
might postulate that a positive
management attitude toward internal
control is more likely to produce
procedures that increase the reliabil
ity of accounting estimates and
complex calculations and result in
controls that monitor compliance
with laws and regulations affecting
the entity. Inherent risk factors, such
as complex transactions, complex
calculations, accounting estimates,
and liquidity problems may all be
enhanced or mitigated as a function
of management attitude. Similarly,
management attitudes influence the
effectiveness of such control environ
ment components as the organiza
tional structure of the entity, the
audit committee, the internal audit
ing staff, and the system of budget
ing and performance reporting.
Just as management attitudes may
influence risk, risk may influence
management attitudes. This influence
may be positive or negative. For
example, a declining industry,
coupled with a lack of sufficient
working capital, should alert the
auditor to a possible change in
management attitude from positive
and supportive to negative and
conducive to possible control
structure override. An otherwise
honest and conscientious manage
ment, in the face of such conditions,
and under pressure by the financial
community to demonstrate strong
earnings performance, might
intentionally distort accounting
estimates, reflect obsolete inventory
at full cost, violate regulatory re
quirements, or inflate sales or
receivables to mask an earnings
decline or a liquidity crisis. An
awareness of such conditions that
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To maximize compliance
with applicable tax laws,
financial and other
reporting requirements,
and restraint of trade
statutes enforced by IRS,
SEC, and FTC respectively,
management may hire tax
specialists and lawyers, as
well as utilize the services
of its independent auditors
and outside legal counsel.
can cause a deterioration in manage
ment attitude, should lead the
auditor to exercise particular care in
evaluating the controls over the
reasonableness of management’s
estimates (i.e., control risk increase).
Risk may also serve to influence
management attitudes in a positive
manner. Various forms of regulation
were cited above as external factors
contributing to control risk. To
ensure compliance with EPA and
OSHA requirements, for example,
management may invoke control
measures for reducing pollution and
monitoring the environment, and for
improving safety in the work place.
To maximize compliance with
applicable tax laws, financial and
other reporting requirements, and
restraint of trade statutes enforced
by IRS, SEC, and FTC respectively,
management may hire tax specialists
and lawyers, as well as utilize the
services of its independent auditors
and outside legal counsel.
Given the cause and effect rela
tionship described above, inherent
risk factors and control risk factors
might be usefully categorized as
follows:
1. Control structure factors that can
be influenced by management:
Organizational structure
Existence of audit committee
Performance reporting
Internal auditing
2. Control risk factors that cannot be
influenced by management, but
that may influence management
attitudes:
Regulations imposed by EPA and
OSHA
Tax laws
16/The Woman CPA, Summer, 1990

SEC reporting requirements
Requirements of the FTC
3. Inherent risk factors that can be
influenced by management:
' Complex transactions
Complex calculations
Accounting estimates
Liquidity
4. Inherent risk factors that cannot
be influenced by management, but
that may influence management
attitudes:
Declining industry
Technological developments
Loss of key customer
Economic factors
Legal proceedings
The auditor needs to be particu
larly concerned with the impact of
category 4 because of the increased
likelihood of negative attitudes
produced by these factors.
The portrayal of inherent risk and
control risk as a cause and effect
interrelated set emphasizes a need
for the auditor to avoid treating the
risk factors as mutually exclusive

The portrayal of inherent
risk and control risk as
a cause and effect
interrelated set emphasizes
a need for the auditor to
avoid treating the risk
factors as mutually
exclusive sets.
sets. Because of the interrelated
nature of inherent risk and control
risk and the cause and effect influ
ence between risk and management
attitudes, SAS 47 allows the auditor
to consider these aspects as a single
risk set, rather than two mutually
exclusive risk sets [Sec. 313.24]

Planning the Audit to Detect
Material Errors and
Irregularities
SAS 53 requires the auditor, based
on risk assessment, to “design the
audit to provide reasonable assur
ance of detecting errors and irregu
larities that are material to the
financial statements [Sec. 316.05]
SAS 53 also recommends that the
auditor, in assessing the risk of
material misstatement, consider risk
factors in combination. [Sec. 316.10]

In meeting the
requirements of these
statements, auditors need
to consider risk factors in
combination, not in
isolation.
This suggests that the auditor
carefully evaluate those factors
contributing to inherent and control
risk concurrently and identify
management’s approach and effec
tiveness in dealing with the pertinent
aspects of risk. A sales processing
example is now presented to illus
trate a suggested approach.
Conclusion
SAS 47 presents a model for audit
risk analysis, and defines the three
components of audit risk. SAS 55
analyzes the control structure in
terms of the control environment,
the accounting system, and control
procedures in both the planning and
review stages of the audit. Finally,
SAS 53 requires the auditor to plan
the examination to provide reason
able assurance of detecting material
misstatements in the financial
statements.
In meeting the requirements of
these statements, auditors need to
consider risk factors in combination,
not in isolation. Moreover, auditors
must recognize the cause and effect
relationship between management
attitudes and audit risk. Positive
management attitudes toward control
structure and proper financial
reporting serve to mitigate audit
risk. Alternatively, the existence of
such external factors as declining
industry profits and regulation may
adversely affect otherwise positive
management attitudes and further
increase audit risk. Where manage
ment attitudes do not appear to be
positive or where external factors are
applying negative pressure, auditors
must be prepared to apply analytical
procedures more extensively during
the planning stage and expand
substantive testing in high risk areas
as appropriate.

Larry Konrath, Ph.D., CPA is Professor
and Chair ofAccounting at the University
of Toledo.

Clayworth, Inc. - Sales Processing
The Client and the Audit Team
The following hypothetical ex
ample is used as a focal point for
illustrating the interdependence of
inherent risk and control risk and the
cause and effect influence that
management attitude plays in
determining the level of audit risk.
Analytical procedures are also
introduced in the illustration as a
means of identifying areas of high
audit risk.
As defined in SAS 56, analytical
procedures “consist of evaluations of
financial information made by a
study of plausible relationships
among both financial and nonfinan
cial data.” [Sec. 329.02] Comparisons
of data between periods, with
industry data, and with budgets and
forecasts are examples of analytical
procedures. The comparisons are
facilitated by such analytical tools as
percentage financial statements,
financial ratios, and published
industry data. As part of audit risk
analysis, analytical procedures, by
isolating abnormalities, are indica
tors of possible errors and irregulari
ties caused by control weaknesses or
management override.
Clayworth, Inc. manufactures and
sells personal computers throughout
the United States and Canada. As one
of the first entrants into the personal
computer industry, the company
experienced increasing sales and
profits from 1981 to 1985. Increasing
competition from other computer
manufacturers, however, placed
considerable strain on Clayworth’s
revenues and earnings beginning in
the third quarter of 1986 and continu
ing through 1988.
Able and Ready, CPAs, have
audited the financial statements of
Clayworth from the company’s
inception in 1980. Evelyn Curtain, a
senior auditor for Able and Ready,
and her audit team are preparing to
conduct the examination of
Clayworth’s 1988 financial state
ments. As part of audit risk assess
ment, Curtain wishes to evaluate the
degree to which inherent risk
factors, along with the existing
control environment, support the
fairness of reported accounts
receivable and sales revenue appear
ing in Clayworth’s balance sheet and

income statement respectively.
All sales of the company’s products
are on credit to approximately 120
wholesale and retail distributors of
computer and related products. All
computers carry a two-year warranty
on parts and labor. Clayworth has
established a reputation for manufac
turing quality products and providing
prompt and efficient service. War
ranty cost is a significant operating
expense, however, given the
company’s emphasis on customer
support.
Prices charged each customer
vary depending on order size. Credit
terms also vary, depending on such
factors as customer size, credit
rating, order size, and how long the
customer has been transacting
business with Clayworth. The
computer program used in process
ing sales orders will not produce a
sales invoice-shipping order set
unless the customer has been
approved for credit. The program
also verifies that the proposed sale
does not increase the customer’s
balance beyond the established
credit limit. The program also
determines that the goods are in
stock and calculates the appropriate
transportation charges (Clayworth
pays the transportation and adds the
amount to the customer’s invoice).
Curtain has been part of the
Clayworth audit since her employ
ment by Able and Ready in 1983.
During this time, she has had no
reason to question management’s
integrity. Indeed, Malcolm
Clayworth, the Chief Executive
Officer, and Arnold Rae, the Chief
Financial Officer, have been most
supportive of “sound financial
reporting.” To this end, they have
installed many controls, including an
internal audit staff, and have per
suaded the board of directors to
appoint an active audit committee.
The company has consistently
cooperated with the independent
auditors, and has not hesitated to
offer its staff to assist the auditors
wherever needed.
Increasing competition in the
computer industry, however, and the
resulting strain on revenues and
working capital, have caused in
creased concern for the audit team.

Application of analytical procedures
has magnified this concern. In
comparing 1988 revenues and
earnings with prior years and with
the industry, Curtain has noted a 10%
revenue increase and a 33% earnings
increase over 1987. In contrast,
based on the first three quarters of
1988, the industry has experienced a
20% decline in revenues and a 50%
drop in earnings.
Analytical procedures have also
disclosed a reduction in Clayworth’s
warranty provision from 2% of cost of
sales in prior years to 1% for 1988.
Lastly, in investigating the reason for
significant sales increases to three of
the company’s largest customers,
Curtain discovered that prices
charged to these customers were low
relative to prior years and other
customers, and appear not to be
justified on the basis of order size.

Impact on Audit Risk
This illustration demonstrates the
cause and effect relationship be
tween management attitude and
audit risk. First, on the positive side,
management’s past record of support
toward internal control may suggest
that the audit team test selected sales
processing controls further as a
means for reducing the assessed
level of control risk. The auditors
may elect, for example, to perform
tests of the computer program and
related controls regarding determi
nation of customer credit terms and
calculation of transportation charges.
Such further testing could lead to
reduction of substantive audit testing
of accounts receivable, sales reve
nue, and transportation-out.
Analytical procedures, however,
suggest that a positive management
attitude may have deteriorated in the
face of increasing pressures on
earnings and liquidity. The possible
implications for management over
ride of the control structure become
critical under these conditions. This
mix of inherent and control risk
factors, along with the cause and
effect relationship between attitude
and risk, emphasizes the need to
consider the various risk factors in
combination if the auditor is to
design effective substantive proce
dures for detecting material misstate
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merits.
More specifically, in auditing the
sales processing subset of the
revenue cycle, Ms. Curtain and her
audit team should recognize that
management’s past record of integ
rity and commitment to proper
financial reporting may be adversely
influenced during the current audit
year in the face of declining revenues
and earnings for the industry. The
probability of otherwise effective
internal control giving way to
management override is increased
under such conditions of heightened
inherent risk. The results of analyti
cal procedures should further
increase the auditors’ concerns for
possible misstatement. Specifically,
the revenue and earnings increase,
in light of a general industry decline,
should arouse the auditors’ suspi
cions concerning possible revenue
inflation. Increased attention to year
end cutoff might be advisable in the
circumstances. Moreover, the
decline in warranty expense should

prompt the auditors to increase their
efforts in recalculating the warranty
charge, discussing the warranty
percentage reduction with produc
tion and sales personnel, and evaluat
ing the appropriateness of the
reduction.
The diversity of credit terms and
the complexity of calculating trans
portation charges pose valuation
problems related to the allowance for
doubtful accounts and transportation
out respectively. These risk factors
are mitigated, however, given the
effectiveness of the computer
program for verifying customer
credit terms and calculating transpor
tation charges; and given
management’s past record of integ
rity and support of proper financial
reporting. Given current pressures
on management to inflate earnings,
however, the audit team should
recognize that these accounts may
be intentionally understated this
year.
The auditors also need to deter

mine whether the company was
guilty of price discrimination, given
the reduced prices charged to the
three large customers. If significant
price discrimination has occurred,
and other customers learn of this,
Clayworth may be charged by the
Federal Trade Commission and/or
the Department of Justice with
violating the price discrimination
provisions of the Robinson-Patman
Act. Discussions with management
and legal counsel, and examination
of similar orders from other custom
ers should be considered by the
auditors as part of the audit program
design for sales revenue.
To summarize, notwithstanding
management’s past record of integ
rity and their support of sound
financial reporting and internal
control, the results of analytical
procedures should prompt the
auditors to assess inherent risk at its
maximum in the present instance.
Exhibit 1 presents the rationale for
the assessment.

Risk Assessment for Clayworth - Sales Processing
Risk Influenced by Management Attitude
Mitigated by Control Attitude:

Risk:

•
•
•

Diversity of credit terms
Complexity of calculating transportation out
Increasing competition

•
•
•

Properly designed EDP editing controls
Computer program for calculating transportation out
Company reputation for quality and service

Management Attitude Influenced by Risk

Risk as a Negative Influence:
•
Earnings inflation
•
Possible price discrimination

Evidence of Deteriorating Attitudes:

* Possible management override of the control struc
ture suggests that the auditor design expanded sub
stantive procedures as follows:

Product warranty decrease: Discuss with management.
Test by analyzing past returns and recalculate provi
sion.

Reported revenue increase: Increase sales cutoff tests;
may need to confirm transactions with customers.

Possible price discrimination: Discuss with manage
ment. Recalculate differential costs. Consult with legal
counsel.
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•
•
•

Reported revenue increase*
Product warranty decrease*
Differential prices that do not appear justifiable*
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remedy right in
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The Horse Activity
Question: For Fun or
For Profit?
By Daryl V. Burckel, DBA, CPA, Zoel W. Daughtrey, Ph.D., CPA, and Radie Bunn, J.D., CPA
A taxpayer may be a horseman, but is he engaged in a
business? One way to prove a business intent is to make a
profit. However, in the horse industry profitability rarely
occurs. Although a significant number of participants
have shown that a profit can be generated, the fact still
remains that for every one who has been financially
successful, there are hundreds of participants who have
demonstrated that thee is no other business more diffi
cult. As a result, horse investments have acquired a
reputation as a “tax favored” investment. In a number of
cases (Burnett, Faulkner, Nittler, Tripi, Boddy, Harris),
the government has largely subsidized part-time activities
of wealthy taxpayers involved in horse operations who
have succeeded in convincing the courts they are en
gaged in a second business.1 Such conclusions have
enabled the taxpayer to deduct losses against ordinary
income even if these losses have extended over a substan
tial period. This has been particularly true where proof
has been made that the horse operation was conducted in
a “business-like manner.”2
1986 TRA Impact
As a result of the Tax Reform Act of 1986 (1986 TRA)
passive loss rules, “gentleman horse breeder” status may
no longer be desirable. The 1986 TRA limits losses and
credits from “passive” business activities. If the taxpayer
“materially participates” in the activity, he can deduct all
losses in the year that they occur. However, if the taxpayer
does not “materially participate,” he has a passive activity
and any losses incurred can only be deducted if the
taxpayer has passive income to offset the passive losses.
In other words, passive losses will no longer be available
to offset other income such as interest, dividends, salary,
and other active business income.
When passive losses are greater than passive income,
the excess passive losses are not deducted (subject to a
phase-in rule), but are carried forward to later years to be
deducted when passive income is generated.3 When a
taxpayer disposes of his entire interest in an activity,
losses and credits which have been carried forward for
the activity are allowed in full.4 Thus, it is critical to
understand what is meant by material participation.
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Material Participation
Material participation is defined in the 1986 TRA as
involvement in the operations of the activity on a “regular,
continuous and substantial basis.”5 Regardless of whether
an individual directly owns an interest in a trade or
business activity (e.g., proprietorship) or owns an interest
in an activity conducted by a pass-through entity such as a
general partnership or S corporation, the taxpayer must
be involved in the operation to be materially participating.
Temporary regulations6 provide seven alternative tests
to use to determine if a taxpayer can qualify as determin
ers of participation in an activity. A person is treated as
materially participating if he meets only one of the seven
tests. The seven tests can generally be classified into
three categories: (A) quantitative tests (based on hours of
participation during the year), (B) prior participation tests
(based on participation in past years), and (C) the facts
and circumstances test. Six of the seven tests apply to
farming activities.
The definition of an “activity” is vital to the application
of the passive loss rules. In order to apply the quantitative
tests, for example, the taxpayer must be able to determine
whether to aggregate or separate activities. Notice 88-94'
provides the definition of an activity for purposes of
Section 469, but this definition is transitional, since it only
applies until section a. 469-4T of the regulations are
issued. In general, the notice states that a taxpayer’s
operations may be treated as one or more activities under
any reasonable method (at least for 1987 and 1988). In
addition, the notice specifically states that all of a
taxpayer’s operations that involve farming within the
meaning of Code Section 464(e) (1) may generally be
treated as one activity.
Passive Activity Status vs. Hobby Activity Status
While passive activity status is bad, hobby status is even
worse. A taxpayer must establish that he pursues an
activity with the objective of making a profit if the ex
penses of the activity are to be deductible as business or
production of income expenses. Section 183 generally
provides that hobby expenses of a taxpayer are deductible
only to the extent of gross income from the hobby.
Therefore, the tax treatment of hobby expenses differs

significantly from “for-profit” ex
penses if the expenses of the activity
exceed the income, generating a net
loss. If the loss is treated as arising
from a “for-profit” activity, then the
taxpayer (subject to the constraints
of the passive activity rules) may use
the loss to offset income from other
sources. However, if the activity is a
hobby, no loss is deductible.
If the activity is determined to be a
hobby, the associated expenses are
deductible to the extent of the
activity’s gross income as reduced by
otherwise allowable deductions.
Otherwise allowable deductions are
those expenses which are deductible
under other code sections regardless
of the nature of the activity. Thus,
property taxes would be deductible
under Code Section 164. All ex
penses otherwise allowable (such as
property taxes) are deducted first to
determine the gross income limita
tions. The other expenses are
allowed to the extent of remaining
gross income. These other deduct
ible expenses are normally consid
ered miscellaneous itemized deduc
tions and are aggregated with other
miscellaneous deductions. Only the
amount of such aggregated expenses
which exceeds two percent of the
taxpayer’s adjusted gross income
(including income of the hobby
activity) is allowed. If interest
expense is incurred in the hobby
activity, it would be considered
personal interest and subject to the
rules of Code Section 163(h), which
generally disallows a deduction for
personal interest, subject to the
phase-in limitations. If the taxpayer
claims the standard deduction, no
hobby expenses are deductible.
The following example illustrates
the application of the above rules.
Example
Joe Cashrich raises and races
horses as a hobby. His A.G.I. exclud
ing the hobby activity is $96,000. In
1989 Hoe won two races and re
ceived income of $4,000. He paid
$6,000 in expenses, consisting of
$900 property taxes related to the
hobby farm and $5,100 for feed and
veterinary fees. If Joe itemizes
deductions, he will compute his
hobby-related deductions as shown
in the table.
Joe now includes the race win
nings of $4,000 in his gross income,

Gross income................................................... $4000
Otherwise allowable deductions:
Property Taxes.................
900
Gross income limitation.................................. $3100

$900

Feed and veterinary expense:
$5,100 but limited to remaining gross income...........$3100
Total potentially deductible expenses........................ $4000
increasing his A.G.I. to $100,000. The
property taxes of $900 are deductible
in full. However, the feed and
veterinary fees are considered as
miscellaneous itemized deductions
and are subjected to the two percent
of A.G.I. floor. Add only the amount
which exceeds $2,000 [2% x $100,000
A.G.I.] can be deducted. If Joe has no
other miscellaneous expenses, his
allowable miscellaneous deduction is
$1,100 [$3,100 minus $2,000]. No
deduction is allowed for the $2,000
amount used to satisfy the two
percent floor, nor for the excess
$2,000 of feed and veterinary ex
penses which exceed the gross
income limitation. Thus Joe reports
income of $4,000 but only has
offsetting deductions of $2,000 ($900
taxes + $1,100 feed and veterinary
fees), resulting in taxable income of
$2,000 from a venture that actually
incurred $6,000 of expenses and
received only $4,000 in revenues.
Thus, while applications of the
passive loss rules may produce
undesirable tax consequences, the
hobby loss rules are even more
detrimental. Passive activity status
results in a deferral of losses or
deductions, while hobby activity
status results in a permanent disal
lowance of such losses or deduc
tions. Obviously, deferral is prefer
able to disallowance.

Presumption Rule
Section 1983(d) provides a safe
harbor rule that a racing and breed
ing activity is presumed to be for
profit if the taxpayer shows a profit in
two of seven consecutive tax years.
This shifts the burden of proof to the
IRS. A taxpayer with a horse farm
has more years to establish the
presumption than other farmers, who
are given a five year test period and
must show a profit in three of those
years. This is consistent with the
inherent risk involved in operating a

racing stable or breeding farm that
can result in many years of start-up
losses. (For example, returns on
racing are very inconsistent. Race
horses are expensive to maintain and
statistics show that a horse earns on
the average $6,970 a year, far below
the cost of upkeep. Also, only 5.6% of
starters won more than $25,000 in
1980.8
The Significant Factors
Regulation 1.183-2(b) sets forth
nine factors, developed in court
cases over the years, that should be
considered in determining the
presence of a profit motive. These
factors are listed in Table 1 along
with the results of a discriminate
factor analysis of 44 court cases.
Four factors listed in Table 1 were
of greater importance in the 44 court
cases than were the other five. This
analysis determined that carrying on
the operation in a businesslike
manner, the expertise of the taxpayer
or his advisors, the expectation of
related asset appreciation, and the
amount of occasional profits were
given more emphasis in Tax Court
discussions.
Analysis of Significant
Factors
A taxpayer engaged in horse
activities should attempt to satisfy as
many as possible of the relevant
factors indicative of a profit motive.
All factors must be taken into
account, as no one factor or group of
factors is decisive. However, as a
taxpayer complies with a greater
number of factors, his probability of
being allowed to deduct horse
activity losses also increases.
Manner in which the Taxpayer
Carries on the Activity
It is important to carry on horse
activities in a businesslike manner.
Complete and accurate records
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indicate a businesslike conduct of the
activity, which evidences a profit
motive.9 In Meagher10, an accountant
and his wife ran a Massachusetts
horse farm in a professional manner
by keeping separate books and a
separate bank account for their horse
operations. This helped demonstrate
to the court that they intended to
make a profit from the farm. In
Boddy11 a horse breeding farm was
not regarded as a business transac
tion when advertising expenses in a
year were only $369, while total farm
expenditures amounted to $32,279.
In Harvey v Commissioner12 Richard
W. Harvey and his wife, Karen,
persuaded the court that losses from
their quarter horse breeding activity
were incurred with an honest intent
to make a profit. Their losses of
$83,943 in 1981 and 1982 were
deductible since the horse breeding
activity was run in a businesslike
manner.
The Tax Court has also found that
changing or abandoning unprofitable
methods is a significant factor
indicating the taxpayer’s profit
motive. In Doyle,13 the petitioners
discovered they could substantially
reduce their fixed costs by growing
their own alfalfa on a converted
three-acre lot adjacent to their home.
The entire family watered, fertilized,
and tended the field. They also
minimized travel expenses by
sleeping in a converted house trailer.
Likewise in Faulconer,14 the Fourth
Circuit Court of Appeals reversed the
Tax Court’s decision when a profit
motive was established through the
implementation of changes in farm
operations. It was one of the many
factors cited by the Court which
contributed to the progressive
reduction of losses.
Also in Meagher,15 the Tax Court
was impressed by the fact that the
horse owner had prepared budgets
and operating procedures that
indicated the horse operations would
be profitable even though the profits
did not come to pass. Similarly, in
Yancy16 a breeding and racing
activity produced no income during
the years under review; nonetheless,
the Tax Court held the activity was a
business partly because of a business
plan that made sense to the Court.
The importance of using sound
business practices, having a plan
toward profit, altering methods of
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operation or abandoning losing
methods, and keeping adequate
records cannot be overemphasized if
a taxpayer is to satisfy the IRS that a
profit motive exists. Past and current
studies omit the fact that even
though this is only one of the nine
IRS factors, it must be present if a
profit motive is to be demonstrated.
Expertise of the Taxpayer or his
Advisors
It is necessary for the taxpayer to
increase his expertise in the activity
if he is not already an expert in the
field. If a person has another full-time
job, such as a law practice, he must
show that competent people have
been engaged to carry on the activity
in the same manner and with the
same skill as he would have devoted
to it.17 Faulconer’s18 expertise in the
breeding and training of horses also
helped substantiate his profit motive.
Ellis19 read extensively in horse
journals and used professionals to
show and train his horses which
helped in the activities being deter
mined a business. Even though
Power20 hired adequate trainers for
her horses, they were not experts in
cost control or revenue enhancement
and this lack of expertise was part of
the reason the operation was deemed
a hobby. In Coe,21 where the taxpayer
had a thorough knowledge of the
particular breed of horses raised and
the potential markets available for
sale of animals, the Tax Court
determined that a profit motive was
present.
Expectation of Related Asset
Appreciation
The IRS regulations specifically
state that the term “profit”
includes appreciation in the
value of assets, including land
used in the activity.22 Thus, even
if no profit is derived from the
current operation, an
overall profit may
result if the apprecia
tion in the value of
the land,
horses,and other
assets used in the
activity is taken
into account. The
IRS regulations
provide that if
land is pur
chased primar
ily for the

purpose of its appreciation, and at the
same time is used for a farm activity,
the land and the farm activity may be
treated by the IRS as two separate
activities.23
The courts have differed as to
whether appreciation helps support a
profit motive. In Faulconer24 the
Fourth Circuit held that the holding
of the land, which the taxpayers had
used for raising horses for over
twenty years, and the horse activity
were part of a single activity, not two
activities as the Tax Court had found.
In Estate of Elizabeth L. Power25 the
Tax Court held that the operation of
the horse farm and the holding of the
land were separate activities. The
taxpayer used most of the land for
other purposes and had utilized the
land for horse operations only on
occasion.
In the Engdahl26 case, the Tax
Court pointed to the appreciation of
land from $83,146 to about $225,000
and the appreciation of the horses
(about $18,000) as indications of a
profit motive. In Meagher,27 the same
court looked with favor on the
appreciation of two horses. However,
in the 1986 Reben28 litigation, the
court stated that when a ranch
appreciated “independently of the
horse-related activities,the gain on
sale of the land is not
taken into account
when
evalu
ating

losses and profits from ranching
operations.” The Court concluded
that the population of the area and
the potential of land for residential
and commercial development were
the reasons for the appreciation.
The previous cases are indicative
of the uncertainty that surrounds
this factor. If land appreciation of the
horse farm is to be considered a
positive factor, the majority of the
land must be directly used in connec
tion with the horse breeding, train
ing, or showing activities. Apprecia
tion must also be substantiated with
proper appraisals.
Amount of Occasional Profits, IfAny,
Which are Earned
While the regulations seem to
minimize the significance of an
occasional small profit, over the
years the courts have frequently
looked on an occasional profit year,
even if modest compared to overall
losses, as an important factor
indicating a profit motive rather than
a hobby. Appley29 had over four
hundred and fifty thousand dollars in
losses from his horse breeding
operations in the twelve years ending
in 1976. He had small profits in 1977
and 1978 from the sale of horses,
which raised revenues and reduced
costs. The court decided for the
taxpayer.
Moreover, the regulations also
state that “an opportunity to earn a
substantial ultimate profit in a highly
speculative venture is ordinarily
sufficient to indicate the activity is
engaged in for profit, even though
losses or occasional small profits are
actually generated.”30 This statement
is advantageous for the horse
industry, since it is an industry in
which it is easy to lose money and
difficult to make money. It is on the
balance a “loss” industry as it relates
to horse owners and breeders.31
However, a horse owner can “hit” a
great horse with the result that a
relatively small investment will turn
into a million dollar asset. An ex
ample of this is Triple Crown winner
Seattle Slew who was purchased for
$17,500, won over a million dollars in
purses from racing, and was syndi
cated in 1978 for $12 million.32
Time and Effort Expended
If the taxpayer devotes a substan
tial amount of effort and personal
time to the conduct of the activity,

especially if the activity is not mainly
recreational, a profit motive may be
indicated.33 It is also acceptable for
the taxpayer to hire professional
trainers and riders to show and
develop the horses and thus not be
heavily involved in daily activities. In
Appley34 the taxpayer raised Morgan
horses and hired an outstanding
trainer and breeder of Morgan
horses. Appley devoted 25 to 30
percent of his time to the horse farm
and another 25 percent to the
American Morgan Horse Associa
tion. Since the taxpayer employed an
acknowledged expert in breeding
and training of horses, it was not
necessary for him to take a more
active role in day-to-day operations in
order to demonstrate a profit motive.
History of Income or Loss for the
Activity
It has been held in a number of
cases that the mere fact that the
venture has shown continuous losses
is not sufficient alone to warrant the
conclusion that the stable is not
being operated for a profit. In
Engdahl,35 the court held for the
taxpayer despite the fact that twelve
continuous years of losses resulted
from his horse breeding activities. A
contributing factor to the allowance
of a business loss deduction in
Faulconer36 was the similarity of the
horse operation to a farm presently
earning significant profits after many
years of losses. The start-up phase

for the typical horse breeding
operation is from 5 to 10 years.
Accordingly, there is a reasonable
possibility of losses being allowed as
long as the activity is being managed
by an experienced individual who is
prepared to abandon the enterprise
when it becomes obvious that the
venture is definitely unsuccessful.
However, there is a limit on the
number of years a taxpayer can claim
losses. The length of the loss period
was discussed in Ellis, where the Tax
Court, in holding for the taxpayer,
noted that:
However, in so holding, we do not
intend to give the petitioners a “blank
check” for the indefinite future.
While their unforeseen misfortunes
persisted through 1981, nonetheless,
at some time, if the losses continue
unabated, petitioners may be
deemed to have abandoned any
possible profit objective.37
Success of the Taxpayer in other
Similar or Dissimilar Activities
The IRS regulations state that the
fact the taxpayer has engaged in
similar activities in the past and
converted them from unprofitable to
profitable enterprises may indicate
that he/she is engaged in the
present activity for profit, even
though the activity is presently
unprofitable. In both Ellis38 and
Meagher39 the court considered as a
positive factor the fact that the
taxpayer was very successful in a

TABLE 1

Dicriminant Analysis Results for the Nine Relevant
Factors Indicative of a Profit Motive
44 Post-1969 Cases
Factors Identified as More Significant to Taxpayer's Success
1. Manner in which the taxpayer carries on the activity
2. Expertise of the taxpayer or his advisors
3. Amount of occasional profits, if any, which are earned
4. Expectation that assets used in the activity may appreciate in value
Factors Identified as Less Significant to Taxpayer’s Success
1. Elements of personal pleasure or recreation
2. Taxpayer’s history of income or losses with respect to the activity
3. Time and effort expended by the taxpayer in carrying on the activity
4. Success of the taxpayer in carrying on other similar or dissimilar
activities
5. Financial status of the taxpayer

23/The Woman CPA, Summer, 1990

dissimilar activity. The courts, in
more recent cases, do not appear to
have placed much emphasis on this
factor.

Financial Status of the Taxpayer
The Tax Court usually differenti
ates between a modest income horse
breeder and a horse breeder with a
large outside income who can
finance his horse activity losses with
that income. For example, in
Bishop,40 the court noted that it was
difficult to imagine that a person of
relatively modest income would
make such large expenditures and
engage in the physical labor of
breeding and showing horses
without having the intention to make
a profit. In Yancy,41 the court recog
nized the fact that the taxpayers had
no wealth on which to rely other than
wages from their jobs. In some cases,
however, the existence of significant
nonfarm income is not fatal to
deductibility of farm losses. For
example, a taxpayer’s significant
income from his orthodontic practice
did not indicate a lack of a profit
motive, even though his losses from
horse breeding and showing pro
duced significant tax benefits.42 The
other relevant factors overcame this
issue.

Elements of Personal Pleasure or
Recreation
This factor is clearly the one that
popularized the term “hobby.” Even
though personal as well as business
motives may exist, the regulations do
not require that an activity be
engaged in with the sole intention of
deriving a profit or maximizing
profits. An activity will not be treated
as a hobby merely because the
taxpayer has purposes or motivations
in addition to making a profit.
Regulation 1.183-2(b)(9) provides
that personal pleasure derived from
engaging in an activity is not suffi
cient to cause the activity to be
classified as a hobby if other factors
indicate a profit motive.
The courts do scrutinize the
recreational aspects of a horse
related activity, particularly where
riding horses are involved.
In Holderness,43 the Tax Court
stated that although it was possible
that the activities of riding and
showing horses by the taxpayer’s
daughter “might be consistent with a
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profit motive,” the taxpayer had
“failed to convince us the activities
were other than purely recreational
in nature.” In Faulkner14 the Tax
Court concluded that the taxpayer’s
quarter horse activity was a hobby
because he engaged in it mainly for
his personal pleasure and satisfac
tion.
Conclusion
In the final analysis, the facts and
circumstances of a taxpayer’s horse
activity are the most significant
considerations in distinguishing
whether the activity is a business or a
hobby.45 It is important to strengthen
those factors within the taxpayer’s
control that indicate a profit motive.
In reviewing the court decisions
since 1969 that held that the
taxpayer’s horse activity was a
business, the courts appear to have
most frequently relied on: 1) the
manner in which the taxpayer carries
on the activity; 2) the expertise of the
taxpayer or his advisors; 3) the
amount of occasional profits, if any,
which are earned; and 4) the expec
tation that assets used in the activity
may appreciate in value. A taxpayer
may not realistically be able to
comply fully with all factors dis
cusses, but conscientious efforts
toward maximizing compliance with
these factors may greatly improve
chances of deductibility of expendi
tures.
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How to Put Employee
Empowerment Into Practice
By Max Messmer
It’s difficult to read a business publication these days
without coming across at least one article on employee
empowerment. So we recently conducted research to
determine the extent to which the concept is actually
being practiced within American business.
We found that, while a good deal of progress has been
made, there is still a significant gap between the percep
tion of empowerment as viewed by management and the
reality as viewed by employees.
We conducted an independent survey of managers of
200 of the Fortune 1000 companies to see if they believed
they were giving employees more authority to make
decisions and take action than they were five years ago. A
resounding 88% said that they believed they were.
Simultaneously, we conducted independent research
among a nationally projectable sample of employees to ask
if they believed management was giving them more
authority to make decisions and take action than they did
five years ago. Only 64% said that they were.
As long as that gap exists, companies are allowing vast
amounts of energy and talent to slip through their fingers.
Why Empower Your Employees?
Employee empowerment can result in quantifiable,
bottom-line results. It can greatly increase individual
productivity, which is often a necessity as departments are
asked to accomplish more work with fewer people.
Corporate belt-tightening is not likely to go away in the
near future, and the accounting function might bear a
disproportionate amount of the load. In another recent
survey, we asked managers what department is most
likely to add staff during the next 12 months, and only five
percent of them mentioned accounting.
Even when there is an opportunity to hire new people,
the competition for skilled accounting professionals is
fierce due to a skilled labor shortage that is projected to
worsen. Those companies who can offer candidates the
opportunity to make decisions and turn their ideas into
actions will be the ones that attract the best and brightest
people.

Assess Your Own Empowerment Quotient
There are many reasons why empowerment is more
easily said than done, which contributes to the large gap
between perception and reality. Managers may truly
believe that they are giving their people more authority
when in fact, they are not altering their own behavior to

deliver on the promise.
That’s because managers have been ingrained with
principles like: “It’s up to you to catch mistakes before
they happen”; "The boss is supposed to have all the
answers ... that’s why he’s the boss”; ‘The buck stops at
the top.”
These principles were all honored in the old school of
rigid hierarchical management. But they are inappropriate
for today’s flatter organizations, where many layers have
been stripped away and replaced, theoretically, by a more
empowered workforce.
The first important step in closing the gap between
perception and reality is to determine if, indeed, the rules
have changed in your organization. If the answer is that
they really haven’t, then managers must commit to
making this change. Because management buy-in is
essential to creating the kind of environmental freedom
needed to encourage people to develop as individuals.

Putting Empowerment Into Practice
The foundation of empowerment is based on prudent
risk-taking. You, yourself, must be empowered by your
management to take the risks that are inherent in giving
greater authority to your people. Explain your goals and
action plan to your own boss to gain his or her under
standing and agreement. This will give you greater
confidence, provide you with guidance on mutually
acceptable areas and levels of risk, and avoid unpleasant
surprises down the road.
Then, call a meeting of your people and explain your
intentions. Give them the same kind of guidelines for risk
taking that you’ve established with your boss. Help them
understand just how much rope you are willing to give
them.
At the beginning, you may ask them to discuss their
decisions and actions with you before moving ahead with
them, so that you can provide any input that is likely to
increase their success. The key is to help them enrich
their own ideas so that they can become more facile in
independent thinking and action.
The key to putting empowerment into practice is in
taking very great care on your own part to always practice
exactly what you preach. Once you’ve modified your own
behavior and learned how to engage in risk-taking, you
will discover an exciting new dimension of “people power”
unleashed all around you.
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Computer System Costs:
The Rest of the Story
By Dr. Brian Penney

No question about it: those prices in the computer ads
look better all the time, don’t they?
Well, they’re only half the story.
Th total cost of any computer system, no matter how
big or how small, is far more than its up-front purchase
price. Before you decide that a particular computer is for
you, you’ll have to explore the operational costs. Other
wise, there’s a good chance you’ll be unpleasantly sur
prised once your new system arrives at the office.
Post-purchase costs are influenced by the type of
computer system an its intended use - business or per
sonal - but the following operational costs apply to all
computer systems:
• User training
• Maintenance
• Upgrades
• Backup and power conditioners, and
• Communications
User training is the most critical post-purchase consid
eration. A good training program is one of the wisest
investments a business manager can make. Users who
don’t understand how the computer hardware and
software work are going to be frustrated, and you’ll have a
disaster on your hands. Most employees will avoid
using the system. Those who do use it will spend
—
far too much time trying to accomplish simple
tasks.
There are many easy-to-use and helpful sources of
computer training - formal programs, instructional
books and even computer magazines.
Second, don’t forget that, as with other major pur
chases, things can go wrong after the warranty period
expires. Think of a maintenance contract for your com
puter system as a type of business insurance.
Without one, you’ll be paying for work as it is
done on a time-and-materials basis. Which
approach you prefer depends largely on how
critical the computer system is to your business
and how long you can comfortably get along
without it.
Upgrades are a third post-purchase considera
tion. As technology advances and the require
ments of your business change, you’ll likely
want to upgrade the system’s hardware or
software. For example, if you started out with
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floppy disk drives, the addition of a hard disk drive may
be desirable. Or, you may want to upgrade to a higher
speed processor. Color monitors and graphics capability
are becoming popular enhancements to business com
puter systems.
Software changes, too. Vendors regularly issue new
versions of software packages, and they often charge a fee
for the new functions which the improved packages offer.
Also, as you and other system users in your organization
become more familiar with the system’s capabilities,
different software packages will become relevant to
carrying out day-to-day business tasks. Further, depend
ing on the software package, your hardware may have to
be upgraded to be able to use it!
Next, consider whether your business can afford to lose
the information that is stored in your computer system,
regardless of whether it uses a hard disk drive or a floppy
disk drive. If you can afford to lose it, you’re one in a
million. The overwhelm
ing majority of busi
nesses demand that
computer-stored data
be protected. This

means, at a minimum, making an
additional copy of the data on
separate “backup” disks each time
changes are made. Businesses that
create large amounts of data may
find that making backup disks is too
time-consuming and opt instead for a
backup system. Backup systems
copy all the information stored in the
computer onto tapes or cartridges,
and they do it much faster than is
possible using individual backup
disks.
Whatever backup method you
choose will help protect against
corruption or loss of important
information in the event of a variety
of mishaps.
Some of those mishaps - for
example, loss of power, or even
accidentally unplugging the com
puter - not only can result in the loss
of data, but can damage the com
puter system itself. A range of power
supplies are available to “condition”
the power which your computer
receives. These power supplies
provide important functions, from
protecting the computer against
damage from power spikes, to
actually providing power for a
predetermined period in order to
save information at risk because of a
power outage.
Last, consider whether you’ll want
to use external databases like The
Source or Dow Jones News. If so,

every user who wants access to the
database will need a modem. In
addition, you’ll be paying a service
fee to the company that provides the
database and may incur telephone
line charges if you need to dial
outside your local calling area.
A computer system can be a
valuable business tool, if it’s used
correctly and to its full potential. To
do this, business managers must
evaluate costs and benefits incurred
after the purchase as carefully as
they weigh the purchase price itself.

Technologies, a leading international
designer, manufacturer and marketer of
computer communications systems with
U.S. headquarters in Wheeling, III. He
joined Gandalf in 1984 as Director of
Design Strategy, and has more than 20
years’ experience in communications and
information technology development and
application. His career includes five years
with the University of London, where he
lectured on computer science. He holds a
bachelors degree in physics and a doctorate
in high energy nuclear physics, both from
the University of London.

Buzzword: Bit
This term was coined by combin
ing the words “binary” and “digit” to
represent information in a form that
a computer can understand. The
term “bps” means “bits per second”
and measures how fast information is
transmitted to, from or between
computers. Today’s computer
experts left ordinary bps in the dust
long ago. Today, they’re talking in
terms of kilobits (thousands),
megabits (millions), gigabits (bil
lions) and even terabits per second
(trillions, just like the federal
budget).
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New Opportunities,
New Directions
By Lisa Killinger, CPA
When it comes to the professional accounting, finance
and banking fields, women have indeed “come a long
way”. I can vividly remember my first day at a large
national accounting firm many years ago where we all
wore uniforms of blue suits, white shirts and red ties without regard to gender.
Just as fashion trends in business have changed,
opportunities for women have also changed considerably.
Most companies have gone beyond the chauvinistic
tokenism of having a woman on their management team
to truly giving equal opportunity. And with these opportu
nities come options as well.
While “networking” may be all the rage, the hard facts
are that most positions are still filled through two major
methods: the classified advertisement in a newspaper and
the employment firm.
For women, the use of employment firms as a path to
management is becoming a significantly more viable
option than in the past. There are several reasons for this:
• While the “old boy” network may work for men, the
number of women actually in top management is still
sparse. Therefore, the front door is still the most
common way into a company for women.
• The personnel and human resources fields have
become fertile ground for women to
advance through a company. At the
same time, many women are involved
with employment firms. There is a great
deal of networking through professional
associations at this level.
• The truth is there is a shortage of
qualified management personnel in many
areas of the country. Companies who
believe their greatest asset is their
people have become more open to
using employment firms to obtain the
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best available personnel.
For the woman looking to move into management, the
advantage of using an employment firm is
a “no lose” proposition. For profes
sional-level managers, virtu
ally all companies pay the fee.
In addition, the woman is able
to be completely honest about
her professional goals and
objectives with the employ
ment firm and doesn’t have to
waste valuable time interview
ing for jobs that won’t meet
her requirements.
There are basically three
categories of employment
firms: outplacement, career
counselors and recruiters.
Outplacement firms are
typically hired by a company
to assist company employees
during layoffs. These firms
make an ideal way for the
company to soothe its corpo
rate conscience about the lay
offs and can provide some
viable help. For example, when
a company in the same field
learns of the layoffs through
an outplacement firm, it can
pick from the “cream of the
crop”.
However, most outplacement firms provide more
emotional support than real job leads. They will help you
develop a resume, practice interviewing, learn to negoti
ate salaries and how to make “cold calls” seeking jobs.
The counselors at these firms are more often psycholo
gists rather than professionals in your field. They don’t
usually actively solicit job leads from companies and often
do not have a significant understanding of the skills
required for managers.
Similar companies are career consultants, or marketing
consultants. On a more personal level, they provide the
same services an outplacement firm offers - except you
pay the fee instead of the company. They may also offer
batteries of psychological, career and intelligence testing.
Fees can start at $1,000 and run upwards. As with

outplacement firms, it is understood
and agreed upon that the actual job
hunting is up to you.
This leaves the most common type
of employment firm, the recruiter,
also referred to as search-andplacement firms and “headhunters”.
These firms have a vested interest in
seeing you get a new position. They
only earn their fee when you do. In
terms of legality, these type of firms
can be compared to the real-estate
broker. The broker represents the
one who is paying the fee and has a
legal fiduciary relationship.
The recruiter also wants to have a
productive and continuing relation
ship with client companies. They
must be successful placing employ
ees who are assets. A recruiter is
going to do all that is possible to
create a viable match. While this
sometimes can be a problem when
they find a position you are ideal for,
but don’t want, you can be in control
of all your options. Both the company
and you have been prescreened
before any interviews occur. Chances
are you will be going on more
productive interviews.
Another benefit of working with a
recruiter is that you can pick a
specialist. My company, Romac &
Associates, for example, specializes
in accounting, banking, finance and
data processing.
It’s more likely that the specialist
agency will know more about the
position than the personnel depart
ment and be able to determine if a
match will work. This eliminates the
time spent being interviewed by a
personnel person only to find out on
the second interview that there has
been a complete mismatch.
Recruiters also save the candidate
a lot of valuable time in arranging
interviews. In virtually any situation,
this can be a tension-filled experi
ence if you are using a company
telephone - which you often must
because their office hours are the
same as yours.
Setting up an interview often takes
from three to six phone calls. Multi
ply than by ten possible positions,
and you can have a nightmare on
your hands. It can inevitably reflect
poorly on your current job perform
ance and lead to suspicion, especially
if you aren’t on the phone that often.
In addition, today’s computerized

corporate telephones can track
all your phone calls.
Many women prefer to just
stay in their present position
instead of going through the
hassles of seeking a new one.
While using a recruiter can
be a smart move for career ad
vancement, you should also be
prepared to advance. Changing a
job may not be the right answer
until you have a clear sense of
where you want to be. Take
an honest appraisal of
your goals in terms of
where you want to be
one, three, five and ten
years from now.
All too often, women
don’t plan careers
properly. If you want
to take time out for
child rearing, that’s
fine. But don’t make a
career plan that
includes advancing
into management at
the time you get
pregnant. It will only
cause stress and
confusion.
Remember, no matter what job
you have, you make the ultimate de
cision.
Lisa Killinger joined Romac &
Associates, Atlanta, Georgia following four
years of experience with Peat, Marwick,
Main & Co. Her positions in public
accounting included two years in audit
where she specialized in financial institu
tions and service industries. She also had
two years in tax planning and preparation
with energy and related industries.

Lisa is a CPA and received her B.S. in
accounting from the University of West
Florida in 1982. She was elected to “Who’s
Who in American Colleges and
Universities”, and is now active in such
associations as the Georgia Society of
CPAs, The United Way, The Atlanta
Women’s Chamber of Commerce and the
National Association ofAccountants.

Have any interesting ideas
for short articles of a
non-technical nature?
Most of the manuscripts we receive are from three to
five pages in length. Often we have space available for
one to two page articles. We encourage authors to
submit these types of manuscripts. About three double
spaced typewritten pages equal one printed page.
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Book Review
The Strategy of Meetings
By George David Kieffer
Warner Books, Inc., New York
Reviewed by Chris Fugate, CPA, Stone Mountain, GA
Is there anyone who has not sat through a meeting,
bored to distraction, exasperated at the lack of productive
action, frustrated by the inadequacy of personal involve
ment? Kieffer recognizes that such meetings take place all
too often. He feels that what will solve the problem of
nonproductive meetings is training in the attendance of,
chairing of and/or contribution to meetings. Such training
will create what Kieffer terms “meeting masters.”
According to Kieffer, the first step in becoming a
meeting master involves attitudes about meetings in
general. The professional must realize that every meeting
is a win or loss. If he has allocated his valuable time to a
meeting, then he has made a decision that that meeting
will be the most efficient use of that block of time. Should
he fail to profit from the meeting, he has not just been
killing time; he has lost the productivity that could have
been derived from other activities.
If the theory that every meeting is a win or loss is
accepted, the next question is how to win the meeting,
how to know which meetings are profitable to attend.
Kieffer gives some indications of when to say no to a
meeting, in part or in whole, a few of which are listed
below:
• You can’t say what you want to accomplish or what
the meeting is supposed to accomplish.
• Notwithstanding the purpose, you don’t believe the
meeting will serve it by virtue of its authority, composi
tion, or timing.
•
You cannot be prepared.
• You cannot control the meeting to achieve your ends,
and your absence will require rescheduling.
Once the decision has been made to attend a meeting,
the professional must do his homework. He must realize
that the outcome of the meeting will in all probability
depend upon the quality of preparation done beforehand.
Kieffer’s method of preparation involves first envisioning
the meeting. He recommends envisioning the meeting
scenarios available based on the agenda and the persons
attending, then choosing the preferred one. Once there is
a vision of the desired outcome, what must occur prior to
the meeting so that the vision can become reality can
more easily be identified.
At the meeting, much can be done to bring about the
desired outcome. Starting with the right attitude, having
high expectations for both personal and group behavior,
aids performance. People perform better when they
believe in themselves. During the course of the meeting,
the professional needs to be aware of his environment,
alert to the effects of the meeting arena. He should try to
set the stage that will be most supportive of his goals.
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Kieffer writes that meetings are theater: ‘You cannot
‘eliminate’ theater in a meeting any more than you can
eliminate location or costume or seating. There is always
some location, some mode of dress, some seating - some
theater - all of which conveys a message.”
Kieffer continues his meeting master training with a
discussion of the vitalness of the agenda. He maintains
that whoever controls the agenda controls the meeting.
He gives some good examples of agendas that can be
effective in achieving aims. He follows this with an
analysis of the order of discussion, tips for leading,
combat pointers, and the importance of meeting followup.
Kieffer has recognized that there is a dearth of material
on meetings management. He has addressed the problem
in a comprehensive, insightful manner. As Kieffer writes
in the Introduction, “... it [this book]* is intended to
encourage you to begin to think strategically about the
meetings you attend or lead. ... Meetings are more
fundamental to good management than most people
think. If you’re wasting this precious resource, you’re
hurting your career.” Becoming a meeting master should
be the goal of every professional interested in maximizing
his potential.

American Woman’s Society of
Certified Public Accountants Calls
for Literary Award Nominations
Nominations for the 1989-1990 Literary Awards are
currently being accepted by the Literary Award
Committee. The Literary Awards are to be given at the
joint annual meeting of the American Woman’s Society
of Certified Public Accountants and the American
Society of Woman Accountants to be held in Washing
ton, D.C. from October 17-20,1990. The awards are to
recognize outstanding contributions made to account
ing literature by women (not necessarily members of
AWSCPA or ASWA). To be eligible for the award, an
article must be authored by one or more women only
and be published during the time period from April 1,
1989 through March 31,1990.
Nominations should be send to Dr. Anne C. Riley,
KCBA-Department of Accounting, The American Uni
versity, 4400 Massachusetts Avenue N.W., Washington,
D.C. 20016-8044. Nominations should include a copy of
the article with the name and address of the publisher.
Nominations will close on June 15, 1990.

▲ 50th JOINT ANNUAL MEETING

A Monumental Experience

AWSCPA-ASWA
October 17-20, 1990

Hyatt Regency Washington
on Capitol Hill
Washington, D.C.

Please send me additional information
about the 50th JAM.
Name

Joint Annual Meeting, c/o Reenee Gill
500 N. Michigan Ave., Suite 1400
Chicago, IL 60611
312/661-1700 FAX 312/661-0769

Address

City/State/Zip
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TWO HIRING GUIDES
THAT MONEY CAN'T BUY.
FREE To Financial Executives Who Believe
Hiring And Keeping The Best Employees Is One
Of Management's Most Important Functions
Hiring and keeping the best
employees is essential to suc
cessfully competing in these
difficult times.
Recognized as an authority
on personnel issues since
1948, the Robert
Half organization
offers two
complimentary
booklets to help
you meet the chal
lenges of the decade.
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